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Financial information on commercial banks is reported in
two basic documents:
The report of condition (or balance sheet) presents
financial information on a banks assets, liabilities, and equity
capital. The balance sheet reports a banks condition at a
single point in time.
The report of income (or the income statement) presents
the major categories of revenues and expenses (or costs) and
the net profit or loss for a bank over a period of time. (off
balance activities produce income or losses)
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Assets
A banks assets are grouped into four major subcategories:
1 cash and due from depository institutions,
2 investment securities,
3 loans and leases,
4 other assets (i.e., intangible assets, goodwill, badwill).
Investment securities and loans and leases are the banks earning
assets.
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Investment securities:
Federal Funds and repos (repurchase agreements)
U.S. Treasury and agency securities
MBS/ABS
Debt/Equity securities
Investment securities are highly liquid, have low default risk
and are usually traded in secondary markets.
The Investment securities may have different maturity:
Short-maturity < 1 year
Long-maturity > 1 year
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Loans and leases:
Commercial and Industrial loans,
Loans secured by real estate (maturity more than 20
years),
Individual or consumer loans,
Other loans,
Leases (if the bank is owner of a physical asset, it allows to a
customer to use the asset in return the bank receives a
periodic lease payment).
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Liabilities
A banks liabilities consist of various types of deposit accounts
and other borrowings used to fund the investments and loans
on the asset side of the balance sheet.
Deposits:
Demand Deposit or Transaction deposit (no bear interest)
NOW accounts: Negotiable order of withdrawal accounts are
like demand deposits but pay interest when a minimum
balance is maintained.
MMDAs (Money market deposit account): similar to
NOW accounts but negotiable in a secondary markets or
interbank markets. MMDAs pay higher interest rate with
respect to the NOW accounts.
Other savings deposits: All savings account with respect to
MMDAs.
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The major class of time deposits are:
Retail CDs: Time deposits with a face value below
100,000.
Wholesale CDs: Time deposits with a face value of
100,000 or more.
The CDs are negotiable instruments.
Others source of funds:
Borrowed Funds,
Other liabilities.
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Some banks separate core deposits from purchased funds
on their balance sheets.
The stable deposits of the bank are referred to as core
deposits. These deposits are not expected to be
withdrawn over short periods of time and are therefore a
more permanent source of funding for the bank.
Core deposits are also the cheapest funds banks can use to
finance their assets. Because they are both a stable and
low-cost source of funding, core deposits are the most
frequently used source of funding by commercial banks.
Core deposits generally are defined as demand deposits,
NOW accounts, MMDAs, other savings accounts, and
retail CDs.
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Purchased funds are more expensive and/or volatile
sources of funds because they are highly rate sensitive, these
funds are more likely to beimmediately withdrawn or
replaced as rates on competitive instruments change.
Further, interest rates on these funds, at any point in time,
are generally higher than rates on core deposits.
Purchased funds are generally defined as brokered deposits,
wholesale CDs, deposits at foreign offices, fed funds
purchased, RPs.
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Equity Capital
The banks equity capital (item 45) consists mainly of
preferred (item 41) and common (item 42) stock (listed at
par value), surplus or additional paid-in capital (item 43),
and retained earnings (item 44).
Regulations require banks to hold a minimum level of
equity capital to act as a buffer against losses from their
on- and off-balance-sheet assets.
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Off-Balance-Sheet assets and liabilities
Loan commitments: Contractual commitment to loan to a firm
a certain maximum amount at given interest rate terms. (it is
possible that the bank foresees a (provision) commitment fee: it
charged on the unused component of a loan commitment.)
Commercial Letters of Credit and Standby Letters of
Credit:
- Commercial Letters of Credit (LCs): Contingent
guarantees sold by an FI to underwrite the trade or commercial
performance of the buyers of the guarantees.
- Standby Letters of Credit (SLCs): Guarantees issued to
cover contingencies that are potentially more severe and less
predictable than contingencies covered under trade-related or
commercial letters of credit (credit enhancements facilities the
borrowing in the commercial paper markets).
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Off-Balance-Sheet assets and liabilities Con’t
In economic terms, the depository institution that sells LCs and
SLCs is selling insurance against the frequency or severity of some
future event occurring. Further, like the different lines of insurance
sold by property casualty insurers, LC (low-medium risk) and SLC
(high risk) contracts differ as to the severity and frequency of their
risk exposures.
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Off-Balance-Sheet assets and liabilities Con’t
Loan sold: Loans originated by the bank and then sold to
other investors that can be returned to the originating
institution (i.e. MBS, ABS).
Derivative securities: Futures, forward, swap, and option
positions taken by the FI for hedging or other purposes.
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RATIO = DUPONT ANALYSIS
ROE (Return on Equity) =
Net Income
Total equity capital
EM (Equity Multiplier) =
Total assets
Total equity capital
measures the dollar value of assets funded with each dollar of
equity capital
ROA (Return on Assets) =
Net Income
Total Assets
ROE =
Net Income
Total assets
∗ Total assets
Total equity capital
ROE = ROA*EM
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RETURN ON ASSETS COMPONENTS
PM (Profit Margin) =
Net Income
Total Operating Income
(banks ability to control expenses)
AU (Asset Utilization) =
Total Operating Income
Total Assets
(banks ability to generate income from its assets)
ROA =
Net Income
Total Operating Income
∗ Total Operating Income
Total Assets
ROA = PM*AU
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PROFIT MARGIN COMPONENTS
INTEREST EXPENSE RATIO =
Interest expense
Total operating income
NONINTEREST EXPENSE RATIO =
Noninterest expense
Total operating income
NON PERFORMING LOANS RATIO =
Non performing loans
Total loans
PROVISION FOR LOAN LOSS RATIO =
Provision for loan losses
Total operating income
TAX RATIO =
Income taxes
Total operating income
These ratios measure the proportion of total operating income that
goes to pay the particular expense item.
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ASSET UTILIZATION COMPONETS
ASSET UTILIZATION RATIO =
Total operating income
Total assets
= Interest income ratio + noninterest income ratio
INTEREST INCOME RATIO =
Interest Income
Total assets
NONINTEREST INCOME RATIO =
Noninterest Income
Total assets
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The interest income and noninterest income ratios are not
necessarily independent.
For example, the banks ability to generate loans affects both
interest income and, through fees and service charges,
noninterest income. High values for these ratios signify the
efficient use of bank resources to generate income and are
thus generally positive for the bank. But some problematic
situations that result in high ratio values could exist.
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For example, a bank that replaces low-risk, low-return loans
with high-risk, high-return loans will experience an increase in
its interest income ratio. However, high-risk loans have a
higher default probability, which could result in the ultimate
loss of both interest and principal payments.
Further breakdown of these ratios is therefore a valuable tool
in the financial performance evaluation process.
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Some Balance sheet indicators
Loans to Total Assets =
Loans
Total Assets
Deposits to Total Assets =
Deposits
Total Assets
Loans to Deposits =
Loans
Deposit
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OTHERS RATIO
NET INTEREST MARGIN =
Net interest income
Earning assets
=
(Interest Income - Interest expenses)
(Investments securities + Net loans and leases)
Generally, the higher this ratio, the better. Suppose, however,
that the preceding scenario (replacement of low-risk,
low-return loans with high-risk, high-return loans) is the
reason for the increase. This situation can increase risk for the
bank.
It highlights the fact that looking at returns without looking
at risk can be misleading and potentially dangerous in terms
of bank solvency and long-run profitability.
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OTHERS RATIO
SPREAD =
Interest income
Earning assets
− Interest expense
Interest-bearing liabilities
The higher the spread, the more profitable the bank, but again, the
source of a high spread and the potential risk implications should
be considered.
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OTHERS RATIO
OVERHEAD EFFICIENCY =
Noninterest income
Noninterest expenses
In general, the higher this ratio, the better. However, because
of the high levels of noninterest expense relative to
noninterest income, overhead efficiency is rarely higher than 1
(or in percentage terms, 100 percent).
Further, low operating expenses (and thus low noninterest
expenses) can also indicate increased risk if the institution is
not investing in the most efficient technology or its back office
systems are poorly supported.
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